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1 payment terms, it is receiving preferential, and thus discriminatory, treatment to the extent that
2 such terms and conditions are not extended to other companies. Further, failure to post in a

3 timely manner and accrue specific transactions casts doubt on the validity of the internal

4  accounting system and the reporting results generated from such a system and hinders a proper
5  examination of actual activity by interested parties and the FCC’s investigation into compliance
6  with its accounting procedures.

7 79.  Specific examples of failure to accrue and untimely accounting, found during my

8 follow-up review and testing, include:

9 a. One of my selections was [PUBLIC DOCUMENT —- TRADE SECRET
10 DATA HAS BEEN EXCISED]
11 These amounts should have been accrued at year-end 1999 and
12 such payment is not timely.
13 b. More egregious were two invoices I pulled and inspected
14 corresponding to [PUBLIC DOCUMENT - TRADE SECRET DATA
15 HAS BEEN EXCISED]
16 These amounts should have been accrued at year-end and payment
17 is not timely.
18 C. Corresponding to posted work order MMLDO039, 1 pulled and inspected
19 [PUBLIC DOCUMENT - TRADE SECRET DATA HAS BEEN
20 EXCISED]
21 Again, accounting is not being accomplished in a timely manner.
22 The accounting also violates section 5 of the web-posted work
23 order that mandates billing “on a minimum of a quarterly basis.”
24 Finally, as will be discussed in more detail in the section below
25 discussing past history, in February 2001, the FCC found this
26 calling card program to be a provision of in-region, interLATA
27 service and to be a violation of Section 271.%> Thus, Qwest LD
28 was directly involved in the provision of in-region long-distance
29 service prior to Section 271 approval. The FCC looks to past and
30 present behavior as the best predictive indicator of future
| 31 compliance with Section 272.

83 AT&T Corp. v. U S WEST Communications, Inc., File No. E-97-28, DA01-418, Memorandum Opinion and Order
(Rel. Feb. 16, 2001).
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80. I wasunable to trace one of the invoices, corresponding to a selected tag number,
into the web-posted work orders. For example, on [PUBLIC DOCUMENT —~ TRADE
SECRET DATA HAS BEEN EXCISED]. This transaction purported to correlate to the work
order for Card services. Itraced to that posted work order, numbered MMLDO039, and I could
not see where that work order covers this transaction. This casts doubt on the validity of Qwest’s
chosen method to post blanket work orders and service agreements to represent its actual specific
transactions and underscores the need and importance for Qwest and QCC to post the specific
transactions to the website.

81.  One of the billable amounts I selected off a summary sheet was in the amount of
[PUBLIC DOCUMENT - TRADE SECRET DATA HAS BEEN EXCISED]. The question
arises as to the independence of these employees and whether safeguards are sufficient to
prohibit information flows between Qwest and QCC. Pursuant to Section 272(b)(3), QCC and
Qwest are required to have separate employees. It is AT&T’s position that where a Qwest
employee is dedicated to QCC, that employee is not a separate employee. This also
demonstrates why simply checking payroll lists is inadequate.

82.  The FCC rules require that a statement be available certifying that an officer of
the BOC has examined postings to the website and such are true and accurate. I examined
certification statements for QCC and Qwest, on file at Qwest, and noted that Robin Szeliga, a
Senior Vice President of Qwest, signed both on March 20, 2001. As the certification requires a
signature by a Qwest officer, presumably Ms. Szeliga is an officer of Qwest. However, when I
compared that name to a listing of QCC’s and Qwest’s-Officers and Directors in the testimony of

Ms. Brunsting,84 Ms. Szeliga was listed as Executive Vice President, Chief Financial Officer and

a Director of QCC. In addition, to a violation of the separation requirements of Section
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272(b)(3), this raises a doubt as to whether Qwest and QCC have a valid certification statement

on file and whether Ms. Szeliga had personal knowledge of what she was certifying.

d. Follow-Up Review and Testing on the 272 Affiliates’ Revenues for |
Services Provided by the Affiliates to Qwest

83. It should initially be noted that the FCC makes no distinction in its disclosure
rules between a Section 272 affiliate’s expenses versus its revenues. The rule applies to
“transactions.” Thus, a review and testing of the Section 272 affiliates’ revenue side is
appropriate and necessary.®’

84.  For the April 2001 follow-up review of the Section 272 affiliates’ revenues
(payments from Qwest to the Section 272 affiliates for services provided by the affiliates), I first
revisited the review and testing done on my initial on-site review in August 2000. At that time,
no information was made available to review payments from Qwest to Qwest LD for services

provided by Qwest LD.

e. Procedures to Follow-Up Testing for Revenues of Qwest LD and
QCC

85.  For my follow-up testing on revenues, I received and reviewed billing detail of
payments made by Qwest to Qwest LD (revenues of Qwest LD) for the years 1999 and 2000.

86.  As was previously noted, I did not receive any detail of payments made by Qwest
to QCC (revenues of QCC) for services provided by QCC for the year 2001 in the QCC binder
that was given to me. Nor did I receive any QCC financial statements.

87.  Ireviewed the Service Agreements (SA) and related “task orders” (which

signifies services provided by the Section 272 affiliate to Qwest) for both Qwest LD and QCC.

% Brunsting Affidavit, Exhibits. JLB-272.7 & 272 8.
85 Indeed, one of the reasons that the FCC applies its affiliate transaction rules to transactions between BOCs and
Section 272 affiliates was to detect and protect against the flow of subsidies. See Accounting Safeguards Order,
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f. Resulits of Follow-Up Review and Testing for Revenues of Qwest LD
and QCC

Following are specific problems and items of interest discovered during my follow-

up review and testing of Qwest LD’s and QCC’s revenues.

a.

Due to the lack of billing detail or financial statements, I cannot determine
if QCC received any payments from Qwest for 2001. At a minimum, lack
of an audit trail hinders the ability of Qwest and QCC to comply with the
public disclosure rules of Section 272(b)(5) and the failure to post a
sufficiently detailed description impairs the FCC’s ability to evaluate
compliance with the FCC’s accounting safeguards which, in part, are
designed to detect and protect against the flow of improper subsidies.
During my supplemental testing, I was able to review such detail and the
results of that review are discussed below.

On QCC’s website, under “Services Agreement”, or SA, there are listed 3
Task Orders. Task Order #2, which provides for the leasing of transport
capacity on QCC’s fiber optic network, estimates annual revenues of
$464,484 to QCC for the leasing of transport capacity at $38,707 per
month. As billing is suppose to occur on a monthly basis, my failure to
see any revenue billing detail may mean that Qwest is receiving
preferential billing treatment (extended payment terms beyond the posted
terms and conditions) and/or the internal accounting system is faulty.

Also under QCC’s SA, per Task Order # 1, Qwest has contracted for QCC
to provide financial services, which include “financial analysis, financial
advice, budgeting, accounting, and payroll support” in the amount of
$400,000 per year. The PUC should question the rationale behind this
task order, or the logic as to why Qwest would find it necessary to contract
with its Section 272 affiliate for such financial services. The inquiry into
the rationale is magnified where QCC has contracted (see QCC’s Work
Order - Finance Services on the website) with Qwest to be provided for
almost the same services. Such circular servicing may be a vehicle to
provide reinvesting to QCC and subsidize future losses on its long-
distance offerings. It must be further noted that QCC states that its
“accounting and finance functions are performed on behalf of the 272
affiliate by the Services Company.”*® Thus why would a task order be
necessary for the provision of financial services by QCC? There is much
inconsistency on the provision and receiving of financial services which
assumedly include payroll services. The PUC should inquire and
determine if safeguards are being circumvented.

T 176.

% Brunsting Affidavit at 12.
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d. On Qwest LD’s website is listed Task Order # 9901 for card services |
pertaining to the 1-800-4USWEST Calling Card products and Qwest LD’s
provision of network design, development and maintenance, product
design and management and product and market development. As was
discussed above, the FCC found this calling card scheme to be an illegal
venture into in-region, interLATA long distance. Thus, any revenues
received by Qwest LD, and now QCC with the imminent merger, under
this scheme were ill-gotten.

e I reviewed accounting detail supporting Qwest LD revenues. For the first six
months of 2000, most of the revenue came from [PUBLIC DOCUMENT - TRADE SECRET
DATA HAS BEEN EXCISED]No explanation was provided in the detail as to this dramatic
change. Due to the FCC’s concern as to the detection and protection against flows of subsidies,
the PUC should inquire of Qwest about this revenue stream, what it consists of, where it went to
and whether QCC is now the recipient of it.

h. I was unable to determine, from the detail provided, the reason for a billable
amount/accounting entry in June 2000. [PUBLIC DOCUMENT - TRADE SECRET DATA
HAS BEEN EXCISED]. Due to the FCC’s concern as to the detection and protection against
flows of subsidies, the PUC is urged to inquire of Qwest about this revenue amount.

3. Supplemental Review of QCC’s Affiliated Transactions with Qwest
Corporation

a. Background for the Supplemental On-Site Review and Testing

89.  Previously, I stated that I did not receive certain accounting detail of the specific
transactions between QCC and Qwest which included detail of payments made by QCC to Qwest
(expenses of QCC), detail of payments made by Qwest to QCC (revenues of QCC) and financial
statements for QCC for any period. Due to the failure to receive such detail, I concluded above

that testing of QCC’s expenses and revenues with Qwest were compromised and no conclusions

could be reached regarding specific transactions.
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90.  AT&T made a request of Qwest on April 30, 2001, for the needed accounting

detail. Qwest agreed to make such detail available starting on May 8, 2001.

b. Detail Provided and Procedures Used for Supplemental On-Site
Review and Testing

(i) For QCC’s Expenses

91.  For QCC’s expenses (for services provided by Qwest), Qwest made available to
me a “Summary of QCC Billing in April 2001 [and] Monthly Reconciliation to Section 272
Website” which contained [PUBLIC DOCUMENT ~ TRADE SECRET DATA HAS BEEN
EXCISED]. Also provided were copies of the invoices and supporting details, including the
related posted work order and relevant amendments.

92. What was not provided were QCC’s “Authorization for Payments” for these
invoices as they will not be made available until May 22, 2001. All of the tendered invoices
from QC to QCC were dated sometime in the latter half of April 2001. This means that they will
not be paid until sometime in the latter half of May 2001, or later. These [PUBLIC
DOCUMENT - TRADE SECRET DATA HAS BEEN EXCISED] invoices represent
services provided by QC to QCC for the period July 2000 through April 2001, generally. The
impact of this will be further developed below.

Also, QCC’s financial statements were not provided. Qwest personnel informed me that
these financial statements would not be made available until early May, which I found of
concern given that QCC’s statements are consolidated with Qwest Communications
International, Inc.’s (“QCI”), and the latter’s statements were made public for the first quarter
ended March 31, 2001. On June 5, 2001, I traveled to Qwest and was presented with a single
piece of paper representing QCC’s financial statements which was entitled [PUBLIC

DOCUMENT - TRADE SECRET DATA HAS BEEN EXCISED]
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Qwest personnel did not present the income statement to me and stated that the balance sheet
was all that was available to me. I was given no explanation as to why QCC’s income statement
or cash flow statement was not presented. The balance sheet was insufficiently detailed to allow
me to trace any revenue or expense amounts associated with Qwest Corporation for the purpose
of comparing such with other filed reports such as the ARMIS report. Either by design or not,
there were no descriptions in this consolidated balance sheet for affiliated receivables or
payables with Qwest. Whether such affiliated amounts were included in the general receivable
and payable amounts is unknown. In summary, this insufficiently detailed consolidated balance
sheet provided no documentation to clear up the apparent underreporting or lack of reporting of
affiliated transactions as between Qwest and QCC.

93. To test QCC’s expenses from the accounting detail, I selected [PUBLIC
DOCUMENT - TRADE SEC ET DATA HAS BEEN EXCISED] invoices from the
summary sheets and traced to a .opy of the invoice and supporting documentation. From the
invoice, I traced to the applicab: : web-posted work order and amendments, if any.

(ii) Fer QCC’s Revenues

94.  For QCC’s reverues (for services provided for Qwest), Qwest made available to
me a “Summary of QC Billing in April 2001 [and] Monthly Reconciliation to Section 272
Website” which contained [PUBLIC DOCUMENT - TRADE SECRET DATA HAS BEEN
EXCISED] Also provided were copies of something called “affiliate billing forms” with “ASF”
numbers and corresponding detail, including the related posted task order and relevant
amendments. The billing forms, assumedly, are what QCC uses to invoice QC for services
provided.

95. To test QCC’s revenues from the accounting detail, I selected all [PUBLIC

DOCUMENT - TRADE SECRET DATA HAS BEEN EXCISED] and traced to a copy of the
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“affiliate billing form” and supporting documentation. From the billing form, I traced to the
applicable web-posted task order and amendments, if any.

c. Results of Supplemental On-Site Testing and Impact on Section
272(b)(5)

96.  Findings from the supplemental on-site testing impact and supplemental data
requests upon Qwest’s and QCC’s compliance with subsection 272(b)(5) will be discussed
immediately below and the impact upon other sections will be discussed elsewhere in this
testimony. This data demonstrates that Qwest’s past behavior indicates that Qwest’s assurances
of future compliance with Section 272 are unsupported “paper promises” and that the
Commission should expect that Qwest will not carry out its obligations under Section 272.

(i) General Discussion of Supplemental On-Site Review
97.  Idiscovered that, alarmingly, QCC and Qwest had not billed any of their

affiliated transactions for the period July 2000 to present until April 2001.*

Qwest admitted this
in the documentation provided to me. On the summary sheets were notes that stated [PUBLIC
DOCUMENT - TRADE SECRET DATA HAS BEEN EXCISED] The implications of this
on Qwest’s compliance with Section 272(c)(2) and other 272 sections are discussed elsewhere in
this testimony. It is disconcerting that there would be such a total failure by Qwest to account
for affiliated transactions with QCC given that it made the decision as early as the second week
of September, 2000 to use another entity as its Section 272 affiliate and purportedly began the
transition process in early October, 2000. Equally disturbing are the statements made by Ms.

Brunsting and Ms. Schwartz, in their respective affidavits, asserting compliance with the posting

requirements despite Qwest’s admission as noted above.

¥ This may explain why billable detail of accounting transactions was not made available to me for my previous on-
site testing; i.e., there was nothing available for my review. It further may explain the failure of Qwest to tender any
2001 financial statements for QCC when initially requested.
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98. Qwest asserts that payments to and from QCC “are tracked and reconciled to
ensure compliance with the requirements of Section 272(b) [and] the processes for capturing
transactions between Qwest Corp. and the 272 affiliate are the same as for all affiliates.”® If the
reconciliation procedures that are actually carried out extend to all affiliated transactions, then
the problem of failing to accrue and timely account for transactions is much more widespread
than just as to Section 272 affiliated transactions.

99. To comply with Section 272(b)(5), QCC must provide detailed written
descriptions of transactions with Qwest, and the rates, terms and conditions must be posted on
the website within 10 days of the transaction. Further, the written description must be

sufficiently detailed to allow the FCC to determine compliance with its accounting rules.

(iii)  Results of Supplemental Testing of Expenses of QCC

100.  As was noted above in my affidavit discussing the results of the first two phases
of on-site reviews, there continues to be long periods of time before a specific or “billable”
transaction is billed, and consequently paid by QCC. Also, the unstated accounting policy
continues (from Qwest LD and now to QCC) that there are no year-end, and certainly no month-
end, accruals of expenses. This is because billable amounts are being expensed as invoiced. The
importance of this is that when QCC receives very generous extended payment terms, it is
receiving preferential, and thus discriminatory, treatment to the extent that such terms and
conditions are not extended to other companies. Because specific billable transactions are not
posted to the website, a third party would be unable to view acfual terms and conditions and

make a decision based upon what is actually occurring.

¥ Qwest Response to AT&T Multistate Data Request 104.
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101.  Qwest asserts that it is well aware that nondiscrimination requirements extend to
any good, service, facility or information that it provides to QCC.%¥ However, this is a “mere
paper promise.” What is actually occurring are such discriminatory practices as the extension of
very favorable payment terms and the failure to post work orders within a 10-day period.

102.  The failure to account in a timely manner and accrue specific transactions casts
doubt on the validity of the internal accounting system and the reporting results generated from
such a system. This, in turn, hinders a proper examination of actual activity by interested
parties and the FCC’s investigation into compliance with its accounting procedures.

103.  QC states that there are no discrepancies between actual billing and Internet

190

postings since April. © What QC does not admit is that for the months of January and February

the error rate was /00% as no transactions were posted.
104.  As aresult of my supplemental on-site review, additional examples of failure to
accrue and untimely accounting include:

a. Of the 18 invoices selected for testing, 12 invoices wholly or
partially were for services provided in 2000 (often starting in July
2000). None of these invoices were billed until the latter half of
April 2001. Thus, no year-end accruals were made by QCC for
these 12 invoices selected which represent $12.1 million of
services provided.

b. None of the 18 selected invoices were billed until the latter half of
April 2001. None were accounted for in a timely fashion.

c. One of my selections was [PUBLIC DOCUMENT - TRADE SECRET
DATA HAS BEEN EXCISED]

c. At a minimum, these amounts should have been accrued at year-
end 2000 and the payment is not timely. Another selection was
[PUBLIC DOCUMENT - TRADE SECRET DATA HAS
BEEN EXCISED]

8 1d at 111,
0 Schwartz Affidavit at 24; Exhibit MES-272.11.
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d. Once again, part of this amount should have been accrued at year-
end, billing is not timely, QCC is receiving discriminatory
extended payment terms and the associated task order was not
timely posted.

e The admission made by Qwest and QCC, as noted in the
accounting detail, that [PUBLIC DOCUMENT - TRADE
SECRET DATA HAS BEEN EXCISED] does not adequately
explain why transactions for the July — December 2000 time period
were not billed, accrued and reconciled. Note that QCC was
officially designated the 272 affiliate in January 2001 and such a
change was contemplated at least since September 2000.

f Qwest’s failure to bill QCC in a timely manner violates the web-
posted Master Services Agreement (MSA) which states that
“Qwest Corp. shall submit invoices to QCC for Services ... ona
monthly basis unless otherwise specified in the Work Order.”"
The failure to adhere to its internal procedures is further evidence
that Qwest’s actions “speak louder” than its paper promises.

105.  Qwest and QCC assert that they consistently post and make public all transactions
between Qwest and Qwest LD, and now Qwest and QCC, to its web site to satisfy the FCC’s
public disclosure requirements.”? This claim is demonstrably false. Not one work order (for
services provided by QC for QCC) was posted to the Internet website prior to March 27, 20012
That means that all 18 invoices that I reviewed (which represented activity well before March 27,
2001) were not posted within the 10 days in which the FCC requires Qwest to post detailed
written descriptions of transactions. As most of the invoices reflect activity extending back to
July 2000, the 10 day requirement could have been a 10 week requirement and Qwest still would
not have complied with it. This is a gross violation of the Accounting Safeguards Order that
requires posting of the terms, conditions and actual rates paid in each transaction to the Internet

within 10 days. The Internet posting requirement is continuous, not occasional. The practical

importance of posting in a timely manner is to provide information to competitors on goods,

°! See Section 272 website at http://www.qwest.com/about/policy/docs/qcc/MSA_gee.html.

°? See generally, Brunsting Affidavit at 19 - 21.
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services, facilities or information that Qwest is providing to QCC. By shielding this information

until the end of March, 2001 Qwest discriminates in favor of QCC.

(iv)  Results of Supplemental Testing of Revenues of QCC

106. Itested all [PUBLIC DOCUMENT - TRADE SECRET DATA HAS BEEN
EXCISED] of the “invoices” (a/k/a “affiliate billing forms™) presented to me that represent
billings from QCC to QC for services provided by QCC and cover a period commencing in July
2000 and running into March 2001.

107. The same problems that I discovered in my review of QCC’s expenses were
evident with its revenues: lack of accrual accounting, untimely accounting and improper posting
for all [PUBLIC DOCUMENT - TRADE SECRET DATA HAS BEEN EXCISED]

of the invoices representing over $5 million of transactions. Further, at least 7 of the [PUBLIC
DOCUMENT - TRADE SECRET DATA HAS BEEN EXCISED] invoices highlight the
widespread and troubling practice of the liberal “sharing” of employees between the two entities
that impacts upon Section 272(b)(3). As was discussed in that section, this practice of Qwest’s
sharing employees casts doubt upon the actual independence from QCC.

108.  Another issue that arose during my supplemental testing was whether Qwest is
discriminating in the provision of services, goods, facilities or information on a de facto basis

where it sets exorbitantly high rates for services. Although, Qwest may be following the FCC’s

guidelines on pricing affiliated services, there are many examples of very high hourly billable

rates for services (see specific examples below). By setting such high rates, competitors may be

functionally excluded from utilizing these services and discrimination “in substance” is achieved.

%3 The web-posted date of 2005 must be in error. See Section 272 Internet site Posting Summary at
http://www.qwest.com/about/policy/docs/qcc/postSummary. htmi.
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The corollary concern to setting high rates for services is that it may be a mechanism for Qwest
to flow subsidies back to QCC.

109.  Following are specific problems and items of interest discovered during my
supplemental review of QCC’s revenues.

a. Several of the billable amounts raise the question of whether Qwest is
flowing improper subsidy amounts to QCC. For example [PUBLIC
DOCUMENT - TRADE SECRET DATA HAS BEEN EXCISED]
This raises questions as to improper subsidy flow via high bill
rates. A corollary is that by setting such high bill rates, Qwest may
effectively prevent competitors from using such services and thus
de facto discrimination is achieved.

b. Another example of high billing rates for “borrowed” or “shared”
employees was [PUBLIC DOCUMENT - TRADE SECRET DATA
HAS BEEN EXCISED]. Once again, the question is raised whether the
high billing rates of such personnel are designed to flow subsidies back to
QCC and whether such high rates is de facto discrimination. Further, the
work order associated with this activity was not posted until March 29,
2001, and did not contain any rates or an estimated total amount. Such is
a violation of the FCC’s 10 day posting requirement.
C. Review of QCC’s web “Posting Summary”®* reveals that no Task Orders
(once again, a task order is for services provided from QCC to Qwest)
were posted before March 27, 2001. Also, no Task Order was signed prior
to March 27, 2001, except for the Task Order for leasing of fiber optic
lines.”® As all [PUBLIC DOCUMENT - TRADE SECRET DATA
HAS BEEN EXCISED] of the invoices that I examined for QCC’s
Section 272 affiliated revenues pertained to services provided for a period
generally starting in July or August 2000, there is a gross violation of the
10 day requirement to post to the Internet site.

d. QCC violates the Service Agreement purportedly signed on either January
19, 2001, per the document, or March 23, 2005 [sic], per the posting
summary and posted to the website. The Service Agreement states that
“QCC shall submit invoices to Qwest Corp. for Services provided in
accordance with the terms and conditions of this [Service Agreement]

** Once again, the years used are 2005, 2006, etc. and appear to be incorrect. See
http://www.qwest.com/about/policy/docs/qcc/postSummary . html.

*5 As the task order of “Lease of Fiber Optic Lines” was signed on February 27, 2005 [sic}, and not posted until
March 27, 2005 [sic], there is a violation of the 10 day posting requirement. Also, an earlier review (on April 29,
2001) of the web Posting Summary had this task order being signed on February 26, 2001, and posted on March 26,
2001. There is no explanation for this change, but it raises the point of accountability of web postings and how
Qwest can manipulate posting dates and other data to fit the FCC’s requirements without oversight.




1 Agreement on a monthly basis unless otherwise specified in the
2 Task Order.” None of the invoices that I reviewed followed the
3 monthly procedure. Qwest and QCC are flouting their posted
4
5

agreements and certainly are not adhering to the FCC’s
requirements as to terms and conditions.

6 €. [PUBLIC DOCUMENT - TRADE SECRET DATA HAS BEEN

7 EXCISED] My review of that posted Task Order reveals that such lease

8 does not provide Qwest with any ownership interest of QCC’s network,

9 that the primary account that Qwest should expense these amounts to is
10 Account # 6232 and that the Task Order was signed by Qwest on February
11 21, 2001. The posting summary states that this Task Order was not posted
12 until either March 26, 2001, or March 27, 2005 [sic], thus there is a
13 violation of the posting requirement. [PUBLIC DOCUMENT - TRADE
14 SECRET DATA HAS BEEN EXCISED]. Beyond the posting
15 requirement violations, there is a concern that a transfer of ownership in
16 network assets may be occurring given the description and the untraceable
17 account code used. Simply because the task order states that there is no
18 ownership transfer is of dubious value given the actual description used on
19 the accounting detail.

21 f [PUBLIC DOCUMENT — TRADE SECRET DATA HAS BEEN

22 EXCISED] This task order was not posted until March 28 or 29, 2001.

23 That means that Qwest utilized QCC’s equipment starting back in July 1,
24 2000, and the related task order was not posted until almost 9 months

25 later. Thus, competitors would have looked in vain on the Internet site for
26 this type of service. This is a discriminatory practice by Qwest and a

27 serious violation of Section 272(b)(5).

29 4. QCC’s so-called “transition phase”.

30 110. At a Section 272 workshop held in Denver, Colorado on June 7-8, 2001, in the

31 Multistate Section 271 proceeding, Qwest’s attorney stated that QCC did not officially become

32 the section 272 affiliate until March 26, 2001 and therefore, QCC’s section 272 obligations did

33  not commence until that date. This revelation came as a surprise to me. Based on Qwest’s and
34 QCC’stestimony (filed in the multistate proceeding), statements on their Section 272 website, |
35 believed (and still believe despite Qwest’s recent revelation) that QCC became the primary

36  operational Section 272 affiliate sometime in January, 2001.%® Following is a partial listing of

% Qwest has chosen to remove the language to this effect from its current website.
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evidence pointing to QCC becoming a Section 272 affiliate sometime prior to, or in January

2001, and upon which I reasonably relied upon:

a.

“While QCC (“272 Affiliate”) was not designated a Section 272 affiliate
until January 2001, the BOC has identified and posted any transactions
identified with QCC (“272 Affiliate™) back to the Qwest-US WEST
merger date on June 30, 2000.”

“In January 2001, QCC was identified as the 272 subsidiary of the
future.” *® It is noted that in testimony filed previously in other venues,
Ms. Brunsting simply states “to offer interLATA telecommunications
service”, but has added the phrase “of the future” in her Minnesota
testimony.

The Master Services Agreement (the “MSA”) between Qwest and QCC is
dated January 1, 2001, and per Article 2 of the agreement the effective
date was January 19, 2001.” As it is Qwest’s position that the MSA is a
“transaction”, it should have been posted to the website within 10 days.
This is a violation of the posting rule.

On QCC’s Section 272 website was the following note: “To view
transactions between Qwest Corporation and Qwest Long Distance prior
to January 2001, please click here:
http://www.qwest.com/about/policy/docs/qgcc.html.”'® This language has
now been changed, but the quote is in the original.

On Qwest Long Distance’s Section 272 website was the following note:
“To view transactions between Qwest Corporation and Qwest
Communications Corporation beginning in January 2001, please click
here: http://www.qwest.com/about/policy/docs/long
distance/overview.html.”'®" Once again, Qwest has deleted this quoted
language . The obvious inference of the two complimentary statements is
that QCC, beginning in January 2001, became the operational Section 272
affiliate.

Also on Qwest LD’s Section 272 website was the following note: “Qwest
Long Distance was the Section 272 affiliate of Qwest Corporation from

°7 Schwartz Affidavit at 23. The quote is from Ms. Schwartz’s testimony filed in previous state proceedings. She
has now added the qualifying phrases “of the future” and “did not become operational until March 26, 2001 to her
original written testimony. AT&T’s attorneys are reviewing whether QCC should be considered a Section 272
affiliate since the date of the merger.

*® Brunsting Affidavit at 7.

% Schwartz Affidavit, Exhibit 272.7, p.3.

100
101

QCC'’s Section 272 website at: http://www.qwest.com/about/policy/docs/qcc/overview. html.
Qwest LD’s Section 272 website at: http://www.qwest.com/about/policy/docs/long_distance.html.
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February 8, 1996 through December 31, 2000.”'°? This language has now
been removed.

g Conversely, on QCC’s Section 272 website was the following note:
“Qwest Communications Corporation is its [Qwest 's] Section 272 affiliate
as of January 2001. This web site includes the transactions between
Qwest Corporation and Qwest Communications Corporation. Prior to
January 2001, Qwest Long Distance operated as the Section 272 affiliate.”
(emphasis added) Qwest has removed this language from its current
website.

h. During my on-site reviews, I was not given any accounting detail of
billable transactions for Qwest LD after the January 1, 2001 date. The
inference from Qwest’s actions was that Qwest LD, after January 1, 2001,
was not the operational Section 272 affiliate.

111.  Another reason that I was surprised at Qwest’s pronouncement that QCC did not
become the operational Section 272 affiliate until the latter part of March 2001 is the recent
timeline of events. Qwest states that it reevaluated the entity to serve as its Section 272 affiliate
as early as August 2000."®® Accordingly, Qwest notified several state commissions requesting a

delay in Section 272 workshops on the eve of the filing of its response to AT&T’s testimony.

112.  On September 15, 2000, an e-mail was sent by Qwest attorney Andrew Crain to
the “Section 271 superlist” in the Multistate proceedings that stated that “Qwest is in the process
of developing a transition plan for another subsidiary to become Section 272 compliant. Asa
result, Qwest recommends that the Section 272 topic be addressed in the second workshop,

»104

rather than the first.”"™" (emphasis added) Thus, since at least the middle of September 2000,

Qwest had commenced the transition to QCC, and was not merely in a reevaluation process.

113.  Putting the timing aspects of section 272 requirements aside, the PUC should not

lose sight of the fact that QCC still had an obligation to follow FCC rules and state regulations

102 1 d

' Schwartz Affidavit at 6.

'%* On September 15, 2000, the second workshop in the Multistate proceeding was scheduled to start on January 16,
2001.




12
13

14

15

16

17

18

19

20

21

22

23

24

Page 51

governing affiliate transactions during the so-called transition phase. As the Washington ALJ

stated:

It appears that Qwest did not follow FCC rules or Commission
regulations governing affiliate transactions with respect to these
services. (footnote omitted) Whether or not QCC was a section
272 affiliate should not affect Qwest’s duty to abide by the affiliate
transaction rules that were in effect while the transactions were
taking place. '%

5. What is a “transaction”?

114. A transaction is an event that captures a discrete accounting activity. Based on
observations while conducting my testing, Qwest LD, and now QCC track billable activities
which, in turn, can be traced to invoices. Either the billable activity or the invoice, if it only
contains one activity, should be the transaction and should be publicly reported and disclosed.
This type of specific transaction posting would allow determinations to be made of errors and
departures from GAAP and contravention of FCC safeguards, such as whether specific
transactions are occurring in a discriminatory fashion. Qwest, however, fails or refuses to post

actual transactional details and thus does not comply with Section 272(b)(5).

115.  Qwest has adopted the approach of the former U S WEST in choosing to report
documents it collectively calls “agreements” rather than individual transactions. This approach
does not rise to a summary of the transaction, let alone a detailed description that would permit

the FCC to determine if such transactions are nondiscriminatory.'%

195 W4 ALJ’s 272 Order, p. 114.

1% The FCC has held that “our interpretation of Section 272 (¢ )(1) as a flat prohibition against discrimination will
work in conjunction with the Section 272(b)(5) disclosure requirement to deter anticompetitive behavior.”
Implementation of the Non-Accounting Safeguards of Sections 271 and 272 of the Communications Act of 1934, as
amended, CC Docket No. 96-149, First Report and Order, FCC 96-489 (Rel. Dec. 24. 1996), 4 324 (“Non-
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116. Qwest claims to be adequately disclosing its affiliated transactions but fails to
mention the purposes behind the public inspection requirement of Section 272(b)(5). These
purposes are twofold: to assist the FCC in determining that such transactions are conducted in
compliance with FCC accounting safeguards, and to make sure information of such services are
available to unaffiliated third parties.'®” The FCC would be unable to determine compliance
with their accounting rules if specifically accounted for transactions are not posted. Also, third
parties could not avail themselves of services or goods if Qwest does not post them in a timely
manner.

117.  Full disclosure must include a description of the rates, terms, and conditions of all
transactions, as well as the frequency of recurring transactions and the approximate date of
completed transactions.'®® It is not sufficient to post an agreement with the terms and
conditions on the website and leave it at that. Qwest has attempted to comply with the 10-day
posting requirement on the separate affiliate website by posting master agreements within 10
days of their execution and individual transactions, referred to Qwest as “back-up detail”'® can
only be viewed upon special request.

118. The Washington ALJ shared AT&T’s concerns for the adequacy of Qwest’s
Internet postings: “Qwest must expand the descriptions of services rendered in its agreements
to ensure that its website adequately describes the scope and type of services provided under the

agreements.” ''* AT&T urges the Minnesota PUC to adopt the same requirement.

Accounting Safeguards Order”).

197 See, BeliSouth Louisiana II Order, 9 335.

"% 1d._at §337. The FCC found that BellSouth failed to comply with its obligations where it disclosed only basic
contractual terms of its agreements while withholding the actual transactional details.

1% Schwartz Affidavit at 22.

YO wd ALJ’s 272 Order, p. 116.
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E. Section 272(b)(5) — “Arm’s Length” Requirement

119. The second requirement of Section 272(b)(5) is that all transactions between
Qwest and Qwest LD, and Qwest and QCC, must be negotiated at “arm’s length” and include the
recording of a transaction’s cost in accordance with a specified hierarchy of valuation
methodologies.'"!

120.  The results of the on-site reviews that AT&T conducted demonstrates that many
transactions do not comply with the “arm’s length” requirement due to the many instances of
intermingled management, “employee sharing” and failure to timely post offered services and
goods. Regarding cost valuation requirements, the high rates used for services act as a practical
barrier for third parties to use such services. Even to the extent that transactions, as disclosed by
Qwest, do not clearly violate this “arm’s length” standard, the Commission cannot conclude that
no such violation is occurring in light of Qwest’s failure to comply with the posting requirements
of Section 272(b)(5) and the FCC’s accounting principles.

121.  QCC’s web-posted Service Agreement with Qwest, for example, contains Article
10 “Notices” which directs that all written notices, demands or other communications are to be
made to the other party’s address. Listed for QCC and Qwest are the exact same address, same
suite and same organization. As both entities affirmatively state that all transactions will be
conducted at arm’s length and the two companies are to operate independently, such a close

affinity belies Qwest’s assertions of compliance with this section.

F. Section 272(c }(2) — Accounting Principles

122. Whereas the requirements of Section 272(b) apply to Qwest LD and QCC,

Section 272(c)(2) applies to Qwest and can be viewed as a companion to the Section 272(b)(2)

" BeliSouth Louisiana II Order, 9339.
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accounting requirements for the Section 272 affiliate. This section requires Qwest to account for
all transactions with Qwest LD and QCC pursuant to accounting principles designated or
approved by the FCC. As was mentioned in the initial on-site review and testing discussion of
this affidavit, AT&T was unable to review the supporting detail for receipts of money from
Qwest to Qwest LD. These affiliate transactions, for 1999 alone, totaled almost $29 million. In
my follow-up testing, I was presented with detail of these amounts, which I attempted to trace
into corresponding task orders. Payments from Qwest to Qwest LD, and now to QCC, should be
subjected to close scrutiny because of the potential for improper subsidization.'*

123. Based upon its initial and follow-up review, the following items deserve scrutiny
in determining Qwest’s compliance with this section:

a. Because Qwest has failed to properly disclose specific, billable
transactions between it and QCC/Qwest LD, a full evaluation of the
compliance of affiliate transactions cannot be accomplished.'"

b. The only transactions between Qwest and QCC/Qwest LD that are
accounted for as “affiliate transactions” are those involving payments.''*
There is a concern that transactions not involving the exchange of money
may occur and not be accounted for and reported.

C. Qwest focuses on the audit of its ARMIS Report, but admits that the
auditor’s compliance statement is “general in nature” and “does not focus
specifically on the relationship between the BOC and the 272 affiliate.”'"’
Also, the audit relates to the ARMIS data, which includes only summary
information about transactions with Section 272 affiliates.''® Thus, the
audit that Qwest discusses is not an audit specifically of the Section 272
affiliate and its specific transactions and is not probative of compliance
with Section 272. The FCC has stated that the accounting requirements of

12 One reason that the FCC applied its existing affiliate transaction rules to transactions between BOCs and Section
272 affiliates was to detect and protect against flows of subsidies. See Accounting Safeguards Order, § 176.

13 BellSouth Louisiana II Order, 9 340.

1% Qwest Response to AT&T Multistate Data Request No. 17. “The procedures for capturing affiliate transactions
include downloading all payments to and payments from affiliates from the company’s financial systems.”

15 Schwartz Affidavit at 28.

1€ Bell Atlantic New York Order, | 411, n. 1268. It appears that the FCC reviews the ARMIS data and CAMs to
compare the total amount of affiliate transactions. In the footnote to this cite it appears that the FCC relies upon the
independent auditor’s reviews of ARMIS data. However, Qwest has opted not to have an audit engagement for the
year 2000 in 2001. See Schwartz Affidavit, at 14, n. 10.
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affiliate.”!"”

124.  Subsequent to my initial and follow-up reviews, I conducted a supplemental on-
site review of QCC’s transactions. Based upon my supplemental review, AT&T continues to
dispute Qwest’s and QCC’s assertions of compliance with Section 272(c)(2).

125. Pursuant to Section 272(c)(2), Qwest is required to account for all transactions
with QCC pursuant to accounting principles “designated or approved” by the FCC. '** Despite
Qwest’s transactions with QCC, its section 272 affiliate, stretching back to July 2000, there was
no accounting booked until April of 2001 and, thus by definition, Qwest has not met the
requirements of this section which call for adherence to FCC accounting principles including
GAAP. Washington’s ALJ noted that “It appears that Qwest did not follow FCC rules or
Commission regulations governing affiliate transactions with reépect to these services.” '’

126. Qwest relies upon the filings of its 10K report and its Cost Allocation Manual
(“CAM”) together with the annual audit as evidence that the BOC accounts for transactions in
accordance with the accounting principles approved by the FCC.'®® Once again, “mere paper
promises” does not equate to compliance. The FCC has stated that an audit of a BOC’s CAM
information and ARMIS data will not conclusively prove compliance with Section 272(c)(2).'*!
Further, as has been noted under the discussion for Section 272(b)(2), this assertion cannot be
true where no affiliated transactions between Qwest and QCC were accounted for during a nine-

month period commencing in July 2000, until April 2001, and where Qwest’s ARMIS data for

QCC affiliated transactions is either underreported or not reported at all. As previously

7 Bell Atlantic New York Order, 9415.
"8 1d. See also, 47 C.F.R. Sec. 32.37

"9 WA ALJ’s 272 Order, p. 114.

120 Schwartz Affidavit at 14, 29

12V BeliSouth Louisiana II Order, ¥ 340.
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discussed, the FCC has stated that the accounting requirements of section 272(c) pertain to the

BOC’s “dealings” with the 272 affiliate. The auditor’s opinion as to the BOC’s 10K report does

not specifically address dealings between Qwest and QCC.
127. Qwest’s assertion that it “has implemented the proper internal controls and

processes to satisfy the requirements of Section 272(c)”'# is conclusory. If Qwest had proper

internal controls, then proper GAAP accounting would have been employed and accounting of

billable transactions would have been occurring in a timely manner. Such was not, and has not

been, the case. Qwest has not demonstrated compliance with this section.
128. Qwest’s asserts that “[n]either the FCC’s review ... nor the audits conducted by

independent auditors have revealed discrepancies with [Qwest’s] corporate accounting

procedures fof affiliate transactions in the past three years.”'> As a result of my on-site reviews,

I have presented discrepancies with Qwest’s accounting for affiliated transactions with Qwest

LD and QCC. Such discrepancies are recent and they rebut the presumption of compliance that

Qwest asserts. |
129.  As was previously mentioned, Qwest admitted the failure to account for billable

transactions in the documentation provided to me. On the summary sheets were notes that stated

[PUBLIC DOCUMENT - TRADE SECRET DATA HAS BEEN EXCISED]

Once again, failure to timely bill and reconcile cannot be excused and is a violation of the
FCC’s accounting principles. The PUC is urged to inquire as to why these practices were not
accomplished for 2000 activity and what effect that has on Qwest’s FCC (ARMIS) and SEC

filings.

122 Schwartz Affidavit at 29.
123 1d., at 28.
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G. Section 272(c ) (1) — Nondiscrimination Safeguards

130.  Section 272(c)(1) establishes requirements for the BOC. Under this section, a
BOC must provide to unaffiliated entities the same goods, services, facilities, and information
that it provides to its Section 272 affiliate at the same rates, terms, and conditions. In other
words, Qwest is required to treat unaffiliated entities as it treats QCC.'**

131. A prima facie case of unlawful discrimination under this section is established if
it can be shown that a BOC has not provided an unaffiliated entity with the same goods, services,
facilities, and information that it provides to its Section 272 affiliate at the same rates, terms and
conditions.'® Neither can the BO